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THE RELATIVE STRENGTH OF FISCAL AND MONETARY
POLICY IN SAUDI ARABIA

By Robert E. Looney *

" INTRODUCTION

In the early 1960s Milton Friedman and David Meiselman(l) undertook a series of
statistical comparisons of several simple forms of Keynesian and Quantity Theory
models. While their results came under sharp criticisql(2), their results clearly
demonstrated that in the United States at least, money rather than autonomous
expenditures provides a better explanation of changes in monetary income. Given its
assumption of relatively flexible prices and the development of a fairly sophisticated
financial system, the quantity theory would with the exception to some of the Newly
Industrializeing countries such as Singapore, and Taiwan, seem to be more appli
cable to the advanced industrialized nations. On the other hand the Keynesian
model with its underlying assumptions of price rigidity, factor immobility, and
underdeveloped capital markets, would seem to be more appropriate for depicting
the relative strength of fiscal variables in the developing countries(3).

Intuitively, given the importance of oil revenues and government expenditures as
a driving force in the Saudi Arabian economy, one might expect that monetary
expansion would at most play secondary role in inducing expenditures(4). For
example Kernan and Malik argue that in the Saudi Arabian context(S):

• Professor, National Security Affairs Naval Postgraduate School Montercy, California 93943 USA.

(I) M. Friedman and David Mcisclman, "The Relative Stability of Monetary Velocity and the Investment Multiplier
in the United States, 1897.19S8~', in E.C. Brown et.al., eds., Stabilization Policies (Englewood Cliffs, N.J.:
Prentice-Hall, 1963), pp. 729-7Si.

(2) Sec in panicular Michael dePrano and Tom Mayer, "Tests of the Relative Imponance of Autonomous Expelidi
tures and Moncy", American Economic Review (September I96S), pp. 729-7S2; and A. Ando and F. Modigliani,
"The Relative Stabilitgy of Monetary Velocity and Investment Multiplier", American Economic Review (Sep
tember I96S), pp. 693-728.

(3) Cr. Jurgen Westphalen, "Friedman versus Keynes in Latin America", Intercconomics (July/August 1982), pp.
184-189.

(4) Cr. Michael W. Kernan and Ahmed AI-Malik in their "Monetary Sources of Inflation in Saudi Arabia", Federal
Reserve Bank of San Francisco, Economic Review (Winter 1979), pp. 3-27.

(S) us. Ibid., p. S.
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1. Real income is dependent (as of the late 197(05) upon the ability to import
goods and services rather than the ability to produce goods and services (other
than oil);

2. Government spending, even with a budget surplus, can still imply stimulative
fiscal policy because most government revenues comes from abroad; and

3. Stimulative fiscal policy leads directly to an increase in the money supply
because of the underlying structure of the country's financial markets i.e.,
their general underdevelopment.

In fact, several observers have even gone so far as to refer to the Saudi Arabian
economy as one of the purest present day exmples of a classic Keynesian type eco
nomy(6). Still it is possible that by itself monetary expansion perhaps induced by the
Saudi Arabian Monetary Authority (SAMA)(7). Lowering of the reserve require
ment, could and has made an independent contribution toward inducing monetary
growth thus inducing increased expenditures in the non-oil sector of the economy.

The purpose of this paper is to determine, to the extent statistically possible, the
relative merits of the Keynesian and Quantity Theory models for Saudi Arabia. The
results obtained provide some empirical insight into the short run growth dynamics
of the economy. The findings are of importance not only for their contribution to
the Keynesian monetariest debate in developing countries, but perhaps more
importantly for their implications concerning the options open to the Saudi public
sector for stimulating the economy in the wake of the post 1982 decline in oil
production/revenues.

OPERATIONAL CONCEPTS

To avoid spurious correlation due to the strong upward trend in the data, the
Keynesian and Quantity Theory alternatives are stated in difference form:

(I) A E = aAM + bAA + c

(II) AE = eA~L + fAAL + g

(6) Cf. M.A. Fekrat, "Growth of OPEC-Type Economics: A Preliminary Theoretical Inquiry", .Economica Interna
zionale (February 1979), pp. 77-87. See also David Morgan, "Fiscal Policy in Oil Exporting Countries. 1972-78".
International Monetary Fund Staff Papers (1979), pp. 55-86; M. Shahid Alam, "The Basic Macro

(7) For an excellent description of the Saudi Arabian Monetary Agency and its role in the economy see W.A.
AI-Timimi, "the Evolution of the Saudi Arabian Monetary System", Benca Nazionale del Lavoro Quarterly
Review (March 1985), pp; 77-83.
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